
BACKGROUND

Godwins has been engaged by the United States Telephone Association to perform

an analysis of the impact of SFAS 106 on the GNP-Pl. In particular, Godwins was

asked to determine the extent to which the price cap mechanism utilized by the

FCC will reflect the impact of SFAS 106 and will enable Local Exchange Carriers

to recover their increase in total operating costs incurred due to their adoption

of the new accounting standard.

This report describes the results of that analysis and provides detailed

documentation of the data, methods, and assUDlptions utilized in the study.

Respectfully submitted,

Peter J. Neuwirth, F.S.A., M.A.A.A.

Andrew B. Abel, Ph.D.
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I. EDCUTIVl SllMIWlY

Th. purpose of thb study is to detemina what p.rc.ntage of the additional co.t.

incurr.d by Local Exchang. Carriers subject to Federal Price Cap r.gulationa

(h.reinaft.r r.f.rred to .. ·Pric. Cap LEC.-) as a r.sult of the Financial

Accounting Standards Board'. Stat...nt No. 106 (SFAS 106) vill be r.fl.ct.d in

the GNP Pric. Index (GNP-PI) and what p.rc.ntage vill not be so r.fl.ct.d.

Thb study finda that ultiJlat.ly the incr.... in GNP·PI cauaed by SFAS 106

(.0124t) vill provide for r.covery of 0.7t of the additional co.t. incurr.d by

Pric. Cap LEC.. Oth.r II&cro.conoaic factors, principally en eventual adjusCient

of the national vage rat., account for r.covery of aD additional, 14.5t of the

additional cost. incurr.d by Price Cap LECs, l.aving 84.8t of th••e additional

costs unr.cover.d.

This study i. pr••ented in two stag•• : an Actuarial Analy.i. follov.d by a

Kacro.cononc Analysb. Th. Actuarial ADalysb use. daMp'aphic, .conoll1c end

b.n.fit program data collected fra. .ach Pric. Cap LEC to construct a compo.it.

compeny (h.r.inafter r.f.rr.d to .. -TELCO-) vh1ch reflects the charact.ristic.

of the industry .. a whol.. This analysis finds that the 1JIlpact of SFAS 106 on

the cost. of the averag. employ.r in the econoay b only 28. 3t of the

corresponding iJlpact on TELCO. The KacroecoDOll1c Analy.i. which analyz.. the

impact of SFAS 106 on the econollY as a whole finds that only 2. 3t of the av.rage

ellployer's additional cost. resulting fra. SFAS 106 is p....d through to the GNP·

PI.

The table on the following pale s~ize. how the key results of the study are

combined to derive the unrecover.d proportion of the Price Cap LEC.' SFAS 106

costs.
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Iffectl of srAS 106 OD TELCO'I eo.t.

(A) Impact on national av.rag. costs relative to TELCO's co.t.
(froa the Actuarial Analysis)

(B) Proportion of incr.... in national av.rac. costs p....d
through to GNP·PI

(froa the Kacro.conoaic Analysis)

(C) Proportion of TELCO's SYAS 106 COlt lncr.... r.fl~ct.d

in GNP·PI
(it.a (A) x it.. (B»

(D) Proportion of TELCO's SYAS 106 co.t lncr.... offs.t by
oth.r II&Cro.conoll1c aeljuatments. inclucling the r.duction
of the wal. rat.

(froa the Kacro.conoaic Analysis)

(E) Proportion of TELCO's SPAS 106 co.t incr.... unrecover.d
(100' • it.. (C) • it.. (D»

Actuarial Analysis

2.3.

0.7'

14.5'

84.8'

Ev.n if on. wer. to take a cons.rvativ. approach anc! ...,.. that all SPAS 106

costs w.r. p....el through dir.ctly and coapl.t.ly to pric. iDcr..... aDd thua

into the GNP·PI. 100' of .ach Pric. Cap LEC's SPAS 106 co.ta would b. r.nect.d

in the GNP·PI. only if the following w.r. true:

•

•

Th. b.nefita provided by the Pric. Cap LEe to ita .-ploy••• wer. at the

sam. l.vel .. those provided to all other eaploy... in the .ccmoay.

Th. b.nefita provided by the Pric. Cap L!C gave ri•• to the s_ r.lative

incr.... in total COlta .. for oth.r eaploy.r. when SPAS 106 11 appli.d.
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Because ne1~ of the above stAe_nes 1s true, the percencaae of each Pr1ce Cap

LEC'. SFAS 106 co.u Chae vill be reflected in the GNP-PI is far le•• than 100•.

Indeed, we have deeerained thae ignoring II&croeconollic effeces, only 28.3' of the

additional co.es incurred by the average Price Cap LEC due to SFAS 106 would be

reflected in the GNP-PI. ntis re.ult w.. derived by the following step.:

•

•

•

•

By utilizing deIIographic, econoaic, and benefit progr_ data collected froa

each Price Cap LEC ve constructed a ccmpo.ite cOlipaDY (hereinafter referred

to .. -TELCO-) which reflects the characteriseic. of the industry .. a

whole.

By utilizing a data b..e of plan prov1.i0n8 for retiree Mdical plans

sponsored by 830 privaee sector employer. (cov.rina 19 llillion ellplO1ee.)

ancl our Benefit t..vel Indicator (-BUW) _thodololY, va detemiMd how

TELCO'. prop'- cOllpared to a -national averale- be_fit p~op'-.

Ye adjusted thi. cOllparative benefit analy.i. to reflect specific factor.

Chat would cause .Wlar benefit prop'''' to .enerate clifferent levels of

SFAS 106 co.t. In particular, we adjusted for:

clifferenee. in c!aIIography (average a.e, .ervice, etc.)

clifferenee. in withc!rawal &Del retir...nt patterns

clifference. 1n the m.ber and Ulpact of current retiree.

difference. in the extene of current pre-fuDd1ng of be.fiu conductecl

by TELCO and that of others.

Ye then took acccnmt of the very lar.e sroup of workers in the national

economy who are DOt covered by aay po.t-retir...nt prop''' or are covered

by a progr_ that is DOt affected by the FASB'. rule.. their ellployer.

vill, by definition. incur no SFAS 106 cost for th_.
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o \Je made two final adjustments to the comparative analysis due to economic

factors. In particular, we:

made an adjustment for differences between per unit labor costs for

TELCO and for other employers, and

made an adjustment for differences in the percentage of total output

represented by labor costs for TELCO and fo~ other employers.

Putting together all of these factors, we find that the impact of SFAS 106 on the

costs of the average employer in the economy (including employers that do not

offer post-retirement health benefits and/or are not affected by FASB's rule.)

is only 28.3' of the corresponding impact on TELCO. In addition, the Actuarial

Analysis finds that SFAS 106 directly increases labor costs by 3' for the average

employer offering post-retirement health benefits covered by SFAS 106. This 3'

figure is an important input to the Macroeconomic Analysis.

Macroeconqplc Analysis

The purpose of the Macroeconomic Analysis is to determine the extent to which the

additional costs resulting from SFAS 106 would be passed through to an increase

in GNP-PI. The Kacroeconomic Analysis utilizes a macroeconomic model developed

for Godwins by Professor Andrew Abel of the \Jharton School of the Universiey of

Pennsylvania to address this question. The Kacroeconomic Analysis finds that

only 2.3' of direct SFAS 106 costs of the average employer in the economy are

passed through to the GNP-PI. In addition, as a result of SFAS 106 the average

wage rate in the econo., would be 0.93' lower than it would have been in the

absence of SFAS 106.

Effects of SFAS 106 on TELCO" Co."

As noted, the ultimate purpo.e of the study is to determine the extent to which

GNP-PI reflects the additional costs incurred by the average Price Cap LEC

(i.e. TELCO) a, a result of SFAS 106. The table shown on page 2 sWllll&rizes our

findings. Item (A) sWIIII&rizes the Actuarial Analysis which finds that costs of
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the av.ral. cOl9&111 ·in the ec0nollY incr.... by only 28.3' .. auch .. TELCO'.

costs incr.... as a r ••ult of SFAS 106. Becaus. only 2.3' of the av.rag.

increa.. in co.t. 18 p....d through to the GNP-PI (it.. (B», only 0.7'

(it•• (e), 2.3' x 28.3') of TELCO'. additioul co.ts r.sultilll froa SPAS 106 ar.

reflected 1n.GNP-PI. Thus, it would appear that 99.3t of TELCO'. a44itioul

costs are,left unr.covered. However, the Kacroeconoaic ADaly.i. finda that the

national wal. rate would eventually be O. 93t lower than it would have been in the

absence of SFAS 106. If TELCO were able to benefit froa a 11a11ar rec!uction in

its wage rat., such a rec!uction would r.cover aD additional 14.5t of TELCO'.
cUrect SPAS 106 co.ts (it.. (D».· Taking account of the 0.7' r.covery clue to

GNP-PI and the ev.ntual 14.5t r.covery due to the adjustaent of the wag. rat.

leave. 84.8t of TELCO'. direct SFAS 106 co.es unrecover.d (it.. (I».

-5-
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II. DEVELOPMENT AND stnDWlY OF USULTS

We wish to establish what percentage of the averase Price Cap LEC' s SFAS 106

costs will be reflected in the GNP-PI and hence what percentase will not be so

reflected.

We begin with an act:uarial analy.ts which proceecla in two .tep.. The first step

in the act:uarial analy.i. is to construct a ca.po.ite ca.pany which accurately

reflect. the characteristic. and benefit plans of the averas. Price Cap LEC. The

second step i. to deteraine the impact of SFAS 106 on ~1. ca.po.lte ca.paay

relative to th. 1JIpact of SFAS 106 on oth.r eaploy.r. In the GNP on the

a••umptlon that all additional co.t. ar. p....d 011 c~l.t.ly lnto the GNP-PI.

Following the actuarial analysis is a .acro.coaoa1c analysi. to detera1ne the

extent to whlch the additional costs will. in fact. translate into_ higher price.

and. therefore. affect the GNP-PI.

Con.tructiqn of Cpwpo.ite CQlPauy ,eTILQQe)

Act:uarial, beneflt••collOll1c aDd de80graphlc data ver. coll.ct.d 011 eleven Price

Cap LEC.. Data lncluded w.. for total Telephone OPeratlons consi.tent with

amounts included on the 1990 ARMIS 43-02 for .ach Ca.pany. Th.se data were then

combined. treatinl each Prlce Cap LEC .. lf lt ver. a cl1vislon of the lers.r

combined company. Th. characterlstlc. of thl. c~o.lt. c~any (eTELCoe) are

as follow.:

Number of Actlve aploye••

Number of Retlr.d aploye•• :

1990 Averale c~.nsatlO11p.r -.ploy.e:

1990 Total Reveuua (In ailllons):

1990 Total Value Added (In aillions):

Average Per Capita Claims Co.t:

Average Ag. of Actlves:

Average Service of Activ•• :
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613.193

294,482

$38.533

$82,512.9

$61,338.4

$3.075

41.6
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Imp.c; of SlAS 106 on ;h. Ayer... Pric. C.p LlC 'el.;1v. to it' Imp.ct on All

Employer, in th. GNP

There are 95.8 million private sector employees and 18.6 million public sector

employees in 'GNP'. all of whom (and their dependents) may incur medical charges

in retirement. Public sector employers, however, will not record SFAS 106

expense even wh.re the entity sponsors a post-retirement medical plan (public

sector employ.rs are not subject to FASB rules).

Of the private sector employees, 30.7 million are eligible to have a proportion

of their charges in retirement met by their employer's medical plan (and which

plan is subject to SFAS 106), the actual proportion depending on the det.iled

provisions of their employer's plan(s). It is this anticipated employer cost for

those employe.. that is reflected in SFAS 106 co.t.. The proportion of the

charg.s m.t is an effective me.sur. of the over.ll level of ben.tit provided by

a given plan. Y. will refer to it as the Benefit Lev.l Indicator ("BLI"). Ye

must establish the av.rage proportion of covered employees' charge. that will be

m.t collectiv.ly by th.ir employer. - the GNP BLI.

Separately w. will calculate the average proportion of charg.s met by the av.rage

Price Cap LEe - the TELCO BLI.

All other factors b.ing equal (which they are not), the p.rcentage of TELCO's

SFAS 106 costs that would be reflected in the GNP-PI would be represented by the

following ratio:

BLI llatio - GlIP BLI
TELCO BU

Ben.fit Lev.l Indicator for the
av.rag' "'PloDr in the GlIP
B.n.fit Ltv.l Indicator for TELCO

However, this ratio requires a numb.r of adjustm.nt.:

o Adjustment for differences in demography which will affect the SFAS 106

impact of a given program (Demographic Adjustment).

-7-
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o

o

o

o

o

Adjustment for dbe differing impaet on SFAS 106 costs of current retirees

at TELCO compared with other employers (Current Retiree Adjustment).

Adjuscment for any differences in the extent to which TELCO is pre-funding

its post-retirement benefits compared to other employers (Pre-Funding

Adjustment:) .

Adjustment: for employees not covered by post-retirement medical programs or

covered by programs for which SFAS 106 will not apply (Non-Covered

Employees Adjustment).

Adjustment for differences between per unit labor costs for TELCO and for

other employers (Per Unit Labor Cost Adjustment).

Adjustment for differences in the percentage of total output represented by

labor costs for TELCO and for other employers (Labor Cost Percentage

Adjustment) .

Utilizing the data, methodS, and assumptions described in Section III. we have

determined the follOWing values:

(1) GNP BLI - .2568

(2) TELCO BLI - .4390

(3) BLI Ratio - .2568 + .4390 • ..as

(4) OellOgraphic Adjustment - .5438

(5) Current Retiree Adjustment - .9287

(6) Pre-Funding Adjustment - 1.313

(7) Non-Covered Employees Adjustment - .2684
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(8) Per Unit Labor Cost Adjustment - 1.3062

(9) Labor Cost Percentage Adjustment - 2.0832

(10) SFAS 106 Cost Increase Ratio - BLI Ratio x (4) x (5) x (6) x (7) x

(8) x (9) - ~

The SFAS 106 Cost Increase Ratio can be interpreted as meaning that, at most,

only 28.3' of the additional cost incurred by TELCO due to SFAS 106 will find its

way into th. GNP-PI because the averag. employer in the GNP will experience only

28.3' of the cost increase that will hit TELCO.

Extent to vh1ch Impac; of SIAS 106 on All Employers in GIl TIln,lates into In

Increls. in the GIP-PI

The effect of SFAS 106 on the GNp·PI is calculated using a macroeconomic model

that has two sectors. In sector 1 employers do not offer post-retir.ment h.alth

benefits, and in s.ctor 2 employers do offer post-retire••nt h.alth benefits.

The macro.conomic model tr.ats th. introduction of SFAS 106 as a direct increase

in the cost of labor facing employers in sector 2. Th. baseline calculatiou.

using the mod.l calculate the impact of SFAS 106 on the GNP-PI using the

following information:

(1) sector 2 accounts for 32' of private sector employment;

(2) labor costs account for 64' of total costs in sector 1 and in sector 2; and

(3) SFAS 106 directly increases labor costs by 3' in s.ctor 2.

Based on these inputs, numerical solution of the macroeconomic mod.l indicates

that SFAS 106 will increase the private sector price index by 0.0138'.

To put this result in perspective we calculat. a back-of-the-.nvelope estimate

of the effect of SFAS 106 on the private sector price ind.x as follows: a 3'

increase in labor costs raises total costs and pric.s in s.ctor 2 by 1.92' (64'
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share of labo~ co-st. in total costs x 3' increase in labor costs) and thus raises

the private sector price index by 0.614' (1.92' increase in price in sector 2 x

0.32 share of sector 2 in private sector GNP). Thus, if all direct costs were

completely passed through in prices, and if there were no change in the amount

of labor employed and output produced by each employer, the private sector price

index w~uld increase by 0.614'. However. taking account of the impact of labor

costs on the demand for labor, and the impact of price changes on the demand for

goods. the macroeconomic model finds that the private sector price index

increases by only 0.01381. We define the "passthrough coefficient- as the

increase in the price index according to the macroeconomic model divided by the

back-of-the-envelope price increase. In the baseline calculation, the

passthrough coefficient is 0.0225 (0.01381 + 0.6141). The passthrough

coefficient can be thought of as the percentage of national SFAS 106 cost. that

will actually be reflected in the private sector price index.

The GNP-PI covers prices of government sector production a. well as price. of

private sector production. with the government sector accounting for 10.6' of GNP
and the private sector accounting for 89.41 of GNP. Because SFAS 106 doe. not

apply to the government sector, the governm.nt component of the GNP-PI will not

be affected by SFAS 106. Therefore the increase in the GNP-PI equals 89.41 of

the increase in the private sector pric. ind.x. This factor of 89.41 applies

both to the back-of-th.-enve10pe price increase and to the price incr.ase

calculated by the macroeconomic model. Thus. the back-of-the-euv.lope increase

in the GNP-PI is 0.549' (0.894 x 0.6141) and the increa.e in the GNP-PI according

to the macroeconomic model is 0.0124' (0.894 x 0.0138'). The passthrough

coefficient is 0.0225 (0.0124' + 0.5491) which is identical to the passthrough

coefficient for the private sector price index.

llesu1t!pl Impact of SlASlOt on meO hllt!? to !~. ourall Iapact OD Q'

GU-PI

As noted above. the average employer in the GNP will experience only 28.3' of the

cost increase that: TELCO will experience due to SFAS 106. Furthermore. we have

seen that only 2.3' of the cost increase experienced by all employers in the GNP

will be passed through to the GNP-PI. From the interaction of these factors we
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are able to c~nclude that only 0.7' of TELCO's SFAS 106 costs will be reflected

in the GNP-PI and that 99.3' of these additional costs will not be reflected in

this price index.

AdditloDal MAcroecongmic Effect of SPAS 106

In addition to the result reported above our macroeconomic model indicates that,

in response to the impact of SFAS 106, the wag. rat. in the national economy

will, over time, reduce in relative terms by 0.93\ (i .•.• relative to what it

would have b••n in the abs.nc. of SFAS 106). To the extent that TELCO could also

benefit from a relative reduction in its wag. rate this would help to offset its

increase in costs due to SFAS 106. If TELCO w.r. able to achi.v. the full

reduction of 0.93' this would finance 14.5' of its additional SFAS 106 coses.

As noted, this wag. rat. reduction refl.cts the ultimate .ff.ct of SFAS 106 and

would not n.c.ssarily fully occur in 1993 wh.n SFAS 106 b.comes .ffectiv••

Thus the combin.d .ffect of the impact of SFAS 106 on the GNP-PI and on the wag.

rat. would still l.av. 84.8' of TELCO's additional SFAS 106 costs unr.cov.r.d.

-11-
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III. DETAILED DESCRIPTION OF ANALYSIS

Implct of SlAS lOt on the Av.rll. Pric. Cap LlC lelltive to its Implc; on All

Employ.rs in the GNP

This section of our report is a re- iteration of Section II but with considerably

more detail.

Construction of Composite Company ("IELCO")

As noted earlier. eleven Price Cap LECs submitted data for this study. Each fira

inform.d us of its number of active employe.s and their averlg. ages and av.rag.

service, and of the number of its retirees covered by employer subsidized K.dieal

Plans. Y. were also provid.d detailed descriptions of the Kedieal Plans for

Retired Employ.es and of the results of actuarial studies of the impact of SFAS

106 on expensing for th.se Plans.

Our data included a distribution by quinquanial age and s.rviee eeUs for 125,000

active employees, and we used the shape of this distribution for the valuations

needed for this report. The distribution was shifted as required, to fit the

known average age and average service for all of the Price Cap LECs. A e.nsus

was constructed froll the adjusted distribution, which c.nsus r.pre.ents the

typical Price Cap LEe.

A Benefi t Lev.l Indicator was det.min.d for each Plan. M not.d earlier, this

Benefit Level Indicator measures the relative value of individual plans. The

methodology for calculating the Benefit Level Indicator for a giv.n r.tir••

medical plan is discussed in detail b.ginning on page 12. The Indicators were

averaged and a Plan with the average Benefit Level Indicator was used for this

study. As expected, the actuarial assumptions used for the calculation of the

impact: of SFAS 106 differed from study to study.

·12·
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The discount !ate was a single number for all but 1 of the 11 Price Cap LECs <an

equivalent uniform rate was proffered for the one exception) and the discount

rate for the composite firm, TELCO, was taken as the average of the individual

rates. weighted by number of active employees. Simple averages could not be used

for turnover assumptions or retirement decrements because such rates are one or

two dimensional arrays. Therefore TELCO turnover was derived by doing valuations

of a standard Plan using each firm's turnover rate., the TELCO census, and a

standard retirement age. The turnover table for - TELCO was taken froll a

collection of standard turnover tables used for Pension Valuations, and was

selected as that table which when used with the TELCO census, standard Plan and

standard retirement age gave the best agreement as to the SFAS 106 liabilities

as determined by the aggregation of individual firm's aceuarial studies.

The composite retirement age assumption for TELCO was derived by setting a

pattern for each firm, which pattern gave the sUle average retire.ent age for an

employee attaining age 55, ignoring mortality, as given by the retirement age

assumptions used for the actuarial studies. Thes. patterns had on. fr••

param.ter <th. level rate to be applied for age. 55 to 61), and the composite

pattern was that pattern with the average value of the free parameter. TELCO's

trend rates were derived using an analysis similar to that used for deteraining

TELCO's retirement rates. Ye used an ultimate trend rate equal to the average

of ultimate trends rates used in the actuarial studies. Ye then determined a

value for an initial trend rate for each Priee Cap LEC sueh that a declining

pattern of trend rates beginning with that initial trend rate and grading down

to the average ultimate trend rate gave the same present value for a 30-year

stream of projeeted claims payments as would be obtained by using the actual

trend rates assumed in that Price Cap LEC's actuarial study. The cOJlll)osite trend

assumption for TELCO was the pattern associated with the average initial trend

rate grading down to the previously determined average ultimate trend rat••
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Calculation of GNlBLl and TELCO BLI

We define the Benefit Level Indicator ("BLl") to mean the percentage of total

medical claims incurred by an employer's retirees that will be reimbursed by the

employer's benefit program. This definition applies only to the plan for which

the employer's active employees may become eligible and the BLls are based only

on current levels of medical costs and Medicare reimbursement. We consider only

current levels because the SFAS 106 requirement to value the "substantive" plan

suggests that it is reasonable to assume that plan provisions (e. g .• deductible••

out-of-pocket maximums. etc.) will generally be projected (either explicitly or

implicitly) to stay consiseent with aggregate co.t levels. In general. the

liability for current retirees is already being expensed on a pay-as-you-go bub

and is a function of prior plan provisions. As noted earlier, the impact of

current retirees on SFAS 106 costs is taken account of in the Current aetiree

Adjustllent.

Thus. in order to calculate the BLl of a given employer's post-retirement medical

plan one needs the plan provisions and an anticipated frequency distribution of

medical charges broken down by type of charge and size of charge.

The calculation itself is very detailed, but relativ.ly straight forward. For

each type and size of annual claim pre- and post-65 (e.g., hospital charg••

between $5.000 and $6,000 incurred before age 65). the plan's provisions (i .•.•

deductible, coinsuranc., etc.) are applied and a plan reimbursement amount is

calculated, allOWing for any integration with Medicare benefits.

Aft.r all. plan reimbursement amounts are calculated, the frequency distribution

is appli.d to calculate an overall averag. r.imburse.ent ratio compar.d to total

medical charge.. Thi. ratio is then adjusted for the aIIOunt of requir.d r.tir••

contributions caUed for by the plan. Th. r.sult is the net BLI. Because of the

significant differences betw.en plan provisions that apply to retire.s pr.- and

post-65 (Medicare integration, contribution levels, .tc.). two BLIs are

calculated, pre- and post-65. These two Btls are then weight.d to generate an

overall BLI for the employer.
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As noted above, the. calculation of an employer's BLI requires both a data base

of employer plan provisions and a detailed medical claims distribution. ~ith

respect to plan provisions, we have utilized a data base of over 1,000 employers

which includes 830 employers who sponsor post-retirement medical programs. For

each of these employers, we have detailed plan provisions which include for pre

and post-65 coverage for each tj1)e of medical charge (surgery, hospital,

physicians, drugs, etc.):

o

o

o

o

o

o

o

Eligibility requirements

Deductible

Coinsurance

Out-of-pocket maximums

Plan reillburse..nt maximwls (annual and lifetiJIe)

Required contributions for employee and dependent coverage

Type of Medicare Integration

The data base includes only limited information on dental coverage ancl no

information on post-retirement life insurance. The data base itself is comprised

mostly of large employers with over 1,000 employees and is distributed throughout

all six of the III&jor industry categories outlined by the General AccOUl\t1ng

Office in its recent survey of the prevalence of post-retirement medical

programs. In total, the data base covers approximately 19 million of the

estimated 38 million employees who work for employers who sponsor post-retire.nt

medical programs. A summary of the data base appears in Appendix A.

With respect to the distribution of medical claims, we utilized a distribution

based on the actual 1990 experience of 39,436 retiree. (pre- and post-65) covered

by employer sponsored post-retirement medical plans adaln1stered by one large

national insurance company. The data includes detalled breakdoWlW of claiJI

aJlouncs by size and type of claim. It covers plans throughout the United States

and, to our knowledge, does not have any geographic or industry bias.

To derive GNP-BLI, Benefit Level Indicators were calculated for each employer in

the data base, then a comparison was made between our data base of large employer

plans and the employers who make up the GNP. In III&klng that comparison, we
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utilized informat;ion froll the Uniced States General Accounting Office Karch 1990

Report on ~Extent of Companies Retiree Health Coverage~, including unpublished

supporting data obtained directly from the GAO staff. In particular, av.rag.

BLls by industry (w.ight.d by number of employ.es) were det.rmined froll our data

base. These average ILls were then weighted by the percentages of covered

employees working in each major industry as determined by the GAO survey. Thes.

w.ighted values were then averaged to cOile up with BLls for the GNP for pre-65

and post-65 coverage separat.ly. The pr.- and post-6~ ILls were then weighted,

based on the average dellographics and retirellent experience of the national

workforce, to produce GNP-BLI.

TELCO in total sponsors 18 post-retirement medical programs (i. •. one or lIor. for

each of the Price Cap LECs). Th. sam. ILl calculation process described above

was utilized to determine the pre- and post-65 Ben.fit Level Indicators for .ach

of the 18 employe. groups. Th... 18 sets of ILls were then combined on an

ellployee w.ight.d basis to derive pre- and post-65 ILls for TELCO as a whol•.

The pre- and post-65 BLIs were th.n weighced and collbined on the basis of

national av.ras. dellographics and r.t1r...nt pattern8 to produce TELCO ILI. nte

nUllerical derivation of GNP BLI and TELCO BLI is out1in.d b.low.

Calculation of Benefit Level Indicator for Ayerac, Employer in GNP

1. Calculat. pr,- and post-65 ILls by industry froll data bas•.

Industry Pr,-65 BLI Pp,t-65 BLI

/fining & /fanui.ceuring, etc. .7232 .2340

Construction .7758 .0604

Transport. tion/UtiIi tie, .7974 .2643

Ret.il .4730 .0603

Finance/Insurance .6721 .1926

ConsUlll8r Service, .5771 .1267
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2. Calculaee indusery weighted average BLIs using indusery weigheings from GAO

study. (See Appendix A for industry weightings from GAO study)

Induscry Weighced Average BLI Pre-65

Posc-65
- .6898

.2008

3. Calculaee GNP BLI based on national demographics (rel:irement age - 63).

(See Appendix B for methodology for determination of pre- and post-65

weightings)

GNP BLL - .2568

Calculaeion of Benefie L.vel lndicaeor for TELCO

1. Calculaee pre- and pose-65 BLls for each plan sponsored by TELCO:

Weighted Averag. B.nefit Level Indicators for TELCO

Pre-65

Po.e-65 -
.8295

.3885

2. Calculate TELCO BLI based on national demographics:

TELCO BLl - .4390

Calculation of otmOlraphic Ad1ustmene

Even if the Benefit Level inc:1icaeors of the GNP were equal to that of the average

Price Cap LEe (i. e . if GNP BLl were .qual to TELCO BLI). they would not

necessarily generae. the same anticipat.d retiree claim cose per aceive .mployee.

If TELCO employees exhibit different eurnover than other employee. in the GNP.

a different percentage of TELCO's employees will reach retirement. This will

result in a different retiree claim cost per acelve employee. As can be seen

from Appendix A, TELCO will in fact utilize lower rates of turnover than those
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used by other employers in determining SFAS 106 costs. Because of this an

adjustment of .7788 (Turnover rate adjustment) will need to be applied to the BLl

ratio.

Furthermore each $1 of TELCO anticipated claim cost will not translate into the

same amount of SFAS 106 cost as will each $1 of anticipated retiree claim cost

in the GNP. This will be due to two types of demographic differences between

TELCO and the GNP. In particular:

o

o

TELCO employees are older and have more pas t service than those in the GNP.

TELCO employees tend to retire at earlier ages than is true throughout the

national economy.

The extent of these differences is illustrated in Appendix A, and will give rise

to the following additional adjustments to the BLl ratio:

Adjustment due to age and past service differences - .8528 (age/service

adjustment)

Adjustment due to earlier retirements among TELCO employees - .8188 (retirement

rate adjustment)

The total demographic adjustment is derived as (turnover rate adjustment) x

(age/service adjustment) x (retirement rate adjustment):

D8lIIOgraph1.c Adjustment - .7788 % .8528 % .8188 - .5438

The specific I18thOcs. and a.sUDlptions utilized in the derivation of the above

adjustment are described in Appendix B. In developing this a. well as all future

adjustments methodology was employed to ensure that no "double counting- of

effects occurred.
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Calculation of CUrrent Retiree Adjustment

Because a significant portion of SFAS 106 costs will arise due to the

amortization of the liability for current retirees we must allow for the

possibiliey ehat the relaeive SFAS 106 cose impact of these current retirees will

be different for TELCO than for the GNP. In order to address this, we calculated

and compared the average current retiree benefit cost per active employee for

TELCO and for the GNP (using for the GNP only the 30.7 million active employees

who generate SFAS 106 costs).

For TELCO the average claim cost per current retiree is $3,075 while for the GNP

it is $1,802. Furthermore the ratio of current r.tir••• to activ. employ••• at

TELCO is .4802 compared with . 1726 for th. GNP. Thus the ratio of current

retire. cost per active employee of the GNP to that of TELCO is (.1726 x 1802)

+ (.4802 x 3075) or .2106.

If ehe BLI ratio after applying Demographic Adjustm.nt was also .2106 then no

further adjustment would b. required. Howev.r, the BLI ratio aft.r the

Demographic Adjustment is .3181 (.5850 x .5438). Current retirees at TELCO

represent 21.09' of the increase in costs due to SFAS 106 and active employ•••

represent the other 78.91'. Taking this into account, we calculate:

Current Retiree Adjustment - .7891 + (.2109 % .2106 + .3181) - .9287.

Calculation of Pre-fyndinl Adjustment

Thus far we have assum.d that the incr.as. in labor costs due to SFAS 106 for

both the GNP ana TELCO will .qual expens. calculat.d under SFAS 106 minus claim

cost for curr.nt r.tir••s (i .•. current ·pay a. you go· co.t). If, howev.r,

either TELCO or .mploy.rs in the GNP have been funding and/or accruing expens.

for post-retirement medical benefits in excess of ·pay as you go· cost, then an

adjustment must be made. In fact several of th. Pric. Cap LECs have accumulat.d

and are continuing to accumulat. assets in trust to pay future post-retirement

medical benefits. Therefore the increase in TELCO's labor costs due to SFAS 106

will be less than it would be had no pre-funding taken place. By making the
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conservaeive ~ssumption that no similar accumulation of assets is taking place

in the GNP, we calculate an adjustment equal to the increase in TELCO's labor

cost if no pre-funding was taking place divided by the increase in TELCO's labor

cost taking into account both accumulated assets and ongoing annual pre-funding

contributio~s. Specifically the adjustment was determined as:

(1991 TELCO SFAS 106 Cost assuming no prior funding - 1991 projected claims

payment) + (1991 TELCO SFAS 106 Cost recognizing prior funding - 1991

projected claims payment + additional 1991 funding costs).

Therefore, expressing all amounts in $millions:

Pre-funding Adjustment - (2,858.4-905.5) + (2,693.1-1,205.8) - 1.313

Calculation of Non-Covered Employ.es Adjuscmenk

Thus far. we have developed a BLI ratio and a set of adjuscments that relate to

those employee. who generate SFAS 106 costs. Ye must still adjust this ratio to

reflect the fact that while TELCO extends its post-retirement medical programs

to its entire workforce. there are employers in the GNP who provide benefits to

only a portion of their workforce and many employers who do not provide any post

retirement medical benefits at all. Finally, we must allow for public sector

employees, none of whom generates SFAS 106 costs. In fact, the Non-Covered

Employee Adjustment is simply the percentage of all employee. in the GNP who

could become eligible for post-retirement medical benefits programs sponsored by

their employers which are subjece to SFAS 106.

As can be seen in Appendix A, the US General Accounting Office performed a

detailed survey in 1990 to determine the extent of post-retirement IUdical

coverage prOVided by US employers in ehe private sector. The study concluc1ed

that of the 95.8 million private sector employee., 38.5 million work for

employers who provide pose- retiremene medical benefits, but only 30.7 million of

these 38.5 million employees could actually become eligible for benefits affected

by SFAS 106, with the remaining 7.8 million being ineligible because they work

for non-covered subsidiaries. work in non-covered job classes, or are covered by
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multi -employer plans which are not subject to SFAS 106. Since government

entities are also not subject to SFAS 106 (but are part of GNP), we must adjust

for all public sector employees who number 18.6 million. Thus we calculate:

Non-Covered Employees Adjusement - 30.7 + (95.8 + 18.6) - .2684

Calculation of Per Unit Labor Cost Adjustment

Adjustments mad. thus far have taken account of the fact that employers with the

same Benefit Level Indicator may have different SFAS 106 costs per employee.

However, even if SFAS 106 costs per employee were the sam., labor costs per

employee may not be and thus the relative impact of SFAS 106 on p.r unit labor

costs may not be the same.

In fact, the labor costs per employee are significantly high.r at: TELCO than for

other employers in the GNP. This is due, in part, to demographic differences but

is also due to the different mix of skilled and unskilled workers at TELCO

compared to the average mix in the GNP. As shown in App.ndix A, TELCO's total

annual compensation per employ•• is $38,533 as compar.d to the national av.rag.

of $29,500. Th.r.for., to reflect the fact that each $1 of p.r employe. SFAS 106

cost will r.pres.nt a smaller portion of total labor costs for TELCO than for the

GNP, we calculate,

Per Unit L.4bor Cose Adjustmene - 38,533 + 29,500 - 1.3062

Calculation of Labor Cost Percental' AdjUlp;tnt

Even after applying the P.r Unit Labor Cost Adjustment w. IllUSt addr.ss the

possibility that the p.rcentage of output repres.nted by labor costs may diff,r

between TELCO and the GNP. If this is so, then even if SFAS 106 had the sam.

percentage impact on the labor costs of both TELCO and the GNP, th.re would be

a difference in its impact on the total costs of each. Unlike the explicit

nature of the calculation of the other Adjustments, the Labor Cost Perc.ntage

Adjustment has to be calculated implicitly as explained below.
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For the econO!lY as a whole output is synonymous wich value added (which is total

revenue minus the cost of purchased inputs) and labor costs represent 64.27' of

total output. For TELCO output consists of the cose of goods plus value added:

the cost of goods is 25.7\ of output and value added is 74.3' of output. Labor

costs at TELCO are $23.623.7M and represent 38.S\ of value added.

The impact of SFAS 106 on TELCO's costs is boeh direct and indirect. The direct

impact is the increase in TELCO's own labor costs: the indirect impact is the

effect on the labor costs of TELCO's suppliers which is passed on in the prices

they charge TELCO for goods.

Before calculating Labor Cost Percentage Adjustment we calculate the

Adjusted BLI Ratio - BLI Ratio x all Adjustments

- .5850 x .5438 x .9287 x 1.313 x .2684 x 1.3062

-~

This Adjusted BLI Ratio can be interpreted as meaning that: for every percentage

point by which SFAS 106 increases TELCO's own labor costs it will incre..e che

labor costs of the average company in the GNP by 13.60t of a percentage point.

On the assumptions that TELCO's suppliers are 11ke the average company in the GNP

and that all additional costs will be passed through completely into prices (and

into the GNP·PI) an increase of one percentage point in TELCO's own labor costs

will increase TELCO's overall costs:

by 1\ of 38.5\ of 74.3\ of output
in respect of its own labor costs, and
(i. e., l' or ch. percent of output represented
by TELCO's labor costs)

by .1360\ of 64.27\ of 25.7\ of output
in respect of its suppliers' prices
(i.e .• by .1360' of the percent of output
represeneed by TELCO's suppliers' labor cases)

for a total of
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The corresponding increase in the GNP-PI will be

.1360\ of 64.27\ of output - .0874' of oueput

Thus the GNP-PI would reflect only .0874 + .3085 or 28.33\ of the addieional

costs incurred by TELCO due to SFAS 106. The Labor Case Percentage Adjustment

has increased the factor of .1360 to a factor of .2833 thus:

Labor Cose Perceneage Adjusemene - .2833 +. .1360 - 2.0831

he.ne eo which IJlJ).ce of SIAS 106 on All Employers 1n the G1!l '1';'ns1.;., ineo

an Incre.se in eh. GNP-PI

In this section w. d.scribe the results obtained frail a macroeconollic 1I0del

developed to calculate the impact of SFAS 106 on the GNP-PI.

Motivation for the Macroeconomic Model

The macro.conollic lIod.l w. use allows us to calculat. the illlpace of SFAS 106 on

prices in all sectors as well as the effect on the ov.rall GNP-PI. w. can gee

a simple view of how the price level is'affeceed, as w.ll as an appreciation of

the need for a macroeconomic model, by first considering a "back-of-the-envelop."

calculation of the effects of SFAS 106 on the price l.vel. To make the

interpretation of the calculation as simple as possibl., suppose that in the

absence of SFAS 106 the GNP-P! would reJllin constant over tim.; ehat is. the rae.

of inflaeion would b. z.ro. Later we wlll consider the lIor. realistic scenario

in which there is ongoing inflation in the absence of srAS 106.

The back-of-th.-env.lop. calculation involves two st.ps:

(1) the perceneage increase in the price of goods in a given seceor equals the

percentage increase in the co,t of a unit of labor muleiplied by the share

of labor cost in total coses in that seceor; and

(2) the perceneage increase in the overall price index is calculaeed as the

weighted average of the price increases in each sector.
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